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“A TAX PROGRAM FOR A SOLVENT AMERICA” 


NDER this title the Committee on Postwar Tax Policy 

is issuing, this month, its report on a program of post- 
war taxation.1 The specific tax recommendations contained 
in the report are likely to be of greater current interest than 
the fiscal philosophy upon which these recommendations 
rest; yet, for the long run, the foundations of theory and 
policy are the more important. Particular taxes and specific 
tax rates may come and go. The basic principles which 
underlie tax policy are enduring. This discussion will deal 
with some of the broader elements of fiscal policy upon 
which the report is based. 

While the title of the report may lead to some hair- 
splitting debate over definitions, it was deliberately chosen 
to indicate, broadly, the point of view taken in the formu- 
lation of the program. National solvency is defined as the 
condition under which the government can and does live 
within the fiscal resources provided for it by the people 
through taxation. This definition involves the assertion that 
the government is insolvent if it regularly and habitually 
provides public benefits in excess of the amounts which 
the people are able—and willing—to pay in taxes. 

Critics may insist that national solvency means some- 
thing quite different from governmental solvency. This may 
be true; but in theory the people are the state and if the 
state is insolvent so, too, are the people in their collective 
capacity, although some of them, as individuals, may still 
be prosperous. It may also be objected that a sovereign 
government cannot become insolvent since, as a last resort, 
it can always print paper money for the discharge of its 
bonded debt. But this resort is really the clearest evidence 
of insolvency. The issue of paper money for the redemp- 
tion of bonds is the enforced substitution of one debt for 
another, usually accompanied by repudiation of the interest 
contract. In a very real and practical sense, the issue of any 
form of debt paper to cover current expenses is an admis- 
sion of inability to meet the just debt incurred to public 





14 Tax Program for a Solvent America, The Ronald Press, New York, 
1945. The members of the Committee were: Fred R. Fairchild, Knox Pro- 
fessor of Economics, Yale University; Rowland R. Hughes, Comptroller, 
National City Bank of New York; Victor H. Stempf, Touche, Niven and 
Co.; Thomas N. Tarleau, Willkie, Owen, Otis, Farr and Gallagher ; 
Roswell Magill, Chairman, Cravath, Swaine and. Moore. The writer served 
as director of research. 


employees for services performed and to dealers for mate- 
rials supplied, by delivery of an equivalent value obtained 
from taxpayers. Printing bonds for the payment of such 
expenses is as truly a resort to the printing press as would 
be the printing of Greenbacks. A government which tries 
in this way to live by the printing press is inevitably headed 
for the chaos of inflation and repudiation. These disasters 
the Committee hopes may be avoided and its counsel to 
the “American people is shaped to that end. The title of 
its report focusses, in a phrase, the essence of its fiscal 
philosophy. 

There is thus posed, at the outset, the conflict of fiscal 
doctrines which has been waged in this country for some 
years. It is the conflict between sound public finance in the 
traditional sense and the new doctrine that government 
should employ fiscal instruments and measures, not primar- 
ily for the purpose of supplying its own needs, but rather 
with a view to producing such results aS some planning 
agency or other may consider good and beneficial. As to 
this conflict, there was no difficulty whatever, so far as 
the Committee was concerned, in deciding upon the proper 
position to take. Its report is written from the standpoint 
of sound finance. It therefore calls for a balanced budget 
as the normal policy which is to be adhered to even under 
some variation of economic conditions; it emphasizes that 
the volume of public expenditures is the chief determinant 
of the amount to be collected in taxes; it calls attention to 
the elementary, but often neglected, truth that democratic 
control of government and its finances involves a choice, 
by the people, between the benefits supplied through public 
spending and the burdens involved in paying the taxes to 
finance the cust of these benefits. 

In presenting the case for sound finance, as against 
deficit financing, the Committee is deeply concerned with 
the postwar goals of ample production, high level employ- 
ment, and a generous flow of income to all members of 
the community. Its fiscal philosophy is based upon the con- 
viction that these goals can be attained; that the people 
really want them to be attained according to the tradi- 
tional American way of life, which is through private enter- 
prise functioning vigorously in a free economy; and that 
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habitual resort to the device of deficit financing will seri- 
ously impede, rather than promote, the accomplishment of 
the desired results. 

In accord with this viewpoint, the precise amount of the 
national income is of less significance than the manner in 
which this national income is created. The following pas- 
sage expresses the Committee’s view :? 

The most wholesome situation exists in the econ- 
omy when a large national income is the fruit of a 
large volume of production. The primary concern of 
all should be the maintenance of the conditions most 
favorable to ample production rather than provision 
of jobs. When this primary objective is reasonably 
accomplished, reasonably full employment will gen- 
erally follow as a natural consequence. Where, on the 
other hand, full employment is made the primary 
goal, especially when implemented by creation of pur- 
chasing power through government action, the de- 
sired result may be secured, but it would be at best 
an artificial and unstable condition, and it would be at 
the expense of impaired production of the goods and 
services which satisfy human wants and whose maxi- 
mum production is the real purpose of all economic 
activity. 

From this interpretation it follows that there is no case 
for public intervention through unusual spending merely 
because variations occur in the national income. That varia- 
tions will occur is most likely, since there can hardly be 
developed any sort of control which will maintain a com- 
pletely uniform level. A decline of the national income is 
not necessarily the signal for disaster, particularly in view 
of the extent to which prices enter into the income esti- 
mates. If there should be an increase of unemployment, the 
unemployment compensation system should be drawn upon 
as the first line of defense. 

The most important question presented by a fiscal 
philosophy such as the Committee holds is, ““What are 
the conditions under which the private economy will re- 
spond most vigorously?” In addition to those conditions 
directly connected with the government’s finances—such as 
the normally balanced budget, moderate tax burdens re- 
sulting from prudence in expenditures, avoidance of the 
threat of inflation and repudiation by debt reduction rather 
than further debt increase—the answer to the above ques- 
tion is to be sought in the private economy itself. And 
here the problem is primarily one of incentives. Taxation 
is rejected as a direct incentive. Rather, its effect is always 
burdensome and therefore repressive. According to its 
weight, taxation may impede in greater or lesser degree 
the expression of the true economic incentives. Conse- 
quently, the reduction of taxation, when justified and made 
possible by a reduced level of public spending, opens the 
way for more vigorous operation of the true incentives to 





2 Op. cit., pp. 19, 20. 


produce and to create jobs. This, obviously, is a very dif 
ferent matter from incentive taxation as ordinarily under- 
stood. 

While there are various economic incentives, there can 
be little question that the most important of these is the 
profit motive. This must always be the case as long as there 
is private ownership of the means of production and hence 
private responsibility for maintaining and increasing the 
supply of productive equipment through saving and invest 
ment. Taxation obviously becomes highly significant here. 


The volume of employment is closely dependent upon the 


volume of capital available. While there may be some 
jobs which have no demonstrable dependence upon the use 
of capital, their number is small. By and large, the capital 
supply is the necessary concomitant of employment. The 
major problem involved in the maintenance of employment 
is the creation of the environment, economic, political and 
social, in which the provision and use of capital will be 
most substantial. 

Various aspects of public policy enter into the solution 
of this problem. In addition to taxation, the whole regu- 
latory program may be an important factor. Such a pro 
gram is capable of causing a substitution of extensive rigidi- 
ties in economic relations for the balances that would 
otherwise be established by the operation of market forces 
and relationships. Price and wage controls, subsidies, and 
burdensome regulations contribute to the rigidities which 
stand as barriers to the free play of the economic force 
However, these matters were outside the field of study 
assigned to the Committee and were therefore merely mer 
tioned. Its major concern was with the tax system, and its 
recommendations on this subject were designed to provid 
for a minimum of restriction upon the enterprise system, 
while still assuring sufficient revenue to permit the govern- 
ment to discharge its essential obligations. 

The logic of this position is self-evident. If the profit 
motive is the strongest of the economic incentives, then 
there must be adequate recognition of this fact in the tax 
system. This issue has become peculiarly important with 
the rise of the income tax rates, for no other tax impinges 
so directly and inescapably upon the fruits of one’s eco- 
nomic effort as does the income tax. And here we encoun- 
ter a paradox which offers grave potentialities of mischief 
in the postwar period unless it is properly resolved. On 
one hand is the fact, admitted by all postwar tax planners, 
that a substantial portion of the federal revenue must be 
provided by the income taxes, corporate and individual. On 
the other hand is the prospect that the total federal revenuc 
requirements may be such as to compel the levy of sub 
stantial, even severe, rates of income tax. Yet the economic 
incentive to gain income and in so doing to aid in provid- 
ing jobs, by whatever means the aptitude or capacity of 
the individual may indicate, is governed by the proportion 
of the income gained that remains after taxes. 
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Thus, all the elements of an economic stalemate are pres- 
ent. Income must not be too heavily burdened or too many 
people will become disinclined to seek additional income. 
Income must be the base for a substantial portion of the 
federal revenues. The federal tax burden on incomes is 
likely to be heavy. The most obvious resolution of the para- 
dox is to keep the federal expend tures within such close 
limits as to avoid that tax penalty upon incomes which 
would unduly hinder and deter economic effort 

No more ironic comment upon the income tax has come 
to this writer's attention than the following, reported to be 
part of a sign painted on a New York bank building: “Re- 
member part of all you earn belongs to you.”3 We pass 
over the naive implication that part of one’s earnings 
belongs to the government, an attitude which puts the in- 
come taxpayer in a ‘share-cropper”’ relationship with gov- 
ernment. The question which looms largest in the thought 
of every earner of income is, “How latpe is the part that 
is left for me?” As was pointed out in an earlier Tax 
Review, the “take-home” portion of income is probably 
the most powerful of all economic incentives.4 

The advocates of liberal spending, to be supported by 
preference from deficits, would resolve the above-men- 
tioned paradox in another way, namely, by spending 
enough to inflate incomes to a level at which more can be 
drawn off in taxes. But in — so they encounter an im 
passe of a different nature. The spending philosophy rests 
on the assumption that the principal impetus to production 
is an abundance of purchasing power in the pockets of 
consumers. While rendering lip service to the proposition 
that this purchasing power is to be put into the pockets 
of the people by paying them to perform some sort of 
useful economic service, the logic of their position reduces 
the utility of the service performed to a secondary place 
since the thing of first importance nd agp pay out the money 
Paying people to dig holes and fill them again involves 
far less strain on the planners and much less delay in 
paying out the money than are encountered when it is 
necessary to devise projects having a demonstrable advar 
tage, and when the planners are obliged, further, to make 
a case for these projects that will withstand public criticism 
Hence it is inevitable that the process of spending public 
funds to take care of the unemployed will include some 
leaf-raking and hole-digging. It is possible that such activi- 
ties may come to constitute a major proportion of the 
projects. This is the more likely because there is nothing 
in the theory of compensatory spending which would com- 
pel outright rejection of such painless ways of putting 
money into circulation. 





The proponents of spending are in serious error, in this 
Writer's opinion, in assuming that the great mainspring of 


the enterprise system is the creation of purchasing power 


3 This Week, eel 29, 1945 (Italics in original ) 
“The Tax Review, August, 1945 





by any means, regardless of the relation between that pur- 
chasing power and the contribution of the recipients to the 
national heap of useful goods and services. Money income 
derived from deficit financing is, of course, as good as any 
other kind for the purchase of goods and services. No 
merchant or manufacturer stops for a moment to inquire 
where and how the customer got his money. But all of the 
plans for supplying demand of this sort must necessarily 
be conditioned upon the continuance of the source of 
supply. Every producer must be in constant readiness to 
drop his program if the government spending should stoy 
This is what is meant by saying that a prosperity based 
upon deficit financing will go as far as it 1s aia but no 
farther. It lacks the dynamic, self-energizing quality of a 
prosperity based upon a vigorous flow of capital into invest 
ment and aggressive production tor a market which 
financed by the wages and other incomes paid out to those 
who have done the producing 

All or this Lives enormous importance to tne Commit 
tee’s emphasis upon the public expenditures as the key to 
the postwar tax problem. A moderate federal bud; 
fact, the only sure and safe way tot y lanc 
war prosperity and plenty. This ts the inevitable conclusion 
from the premises, first, that the budget must normally be 
balanced to avoid the ultimate disaster of debt repudiation, 
and second, that tax rates must be moderate in order to 
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provide stimulus to economic effort adequate to generate 


the prosperity and plenty for which we hope 
The necessity of reducing the taxation barriers to e 





nomic effort all along the 
sition of policy with regard to income taxes, namé¢ 
all income, however gained, should be subject to the 


or approximately the same, starting rate of tax. Again the 
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economy be that of attaining the maximum economic eff 
then ae “should be no tax discrimination for or against 
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any form of such effort. In the business field, one 
may wish to organize a cc 
to operate as a partnership; and stili another group m 





wish to engage mn business as separate individuals or soie 


[ in ye werw larce ornun of persons 
proprietors. Then there ts the very large group of perso 
who, from choice or necessity, work for wages rather than 
as owners or operators of businesses. The significant fact 


in the economic sense, is that the economic effort of one 
person, however expended 





more others, somewhere. | s not confined to 
corporations or to any other group. Equality of the initia) 


rate of income taxation leaves all persons most nearly free 
to make their own respective choices with regard to the 
manner of gaining income, and, in the process, to con- 
tribute to jobs for others. 
The important practical app 
the proposition that the corpo 
equal or approximate the initial rate on individual incomes. 
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A tax rate on corporations much higher than the initial 
individual rate becomes a definite discrimination against 
the corporate form, while the complete exemption of the 
corporation becomes a discrimination in favor of this form 
of business organization. Under an equality of rates there 
is neither favor nor discrimination. 

The principle of equality of taxation is substantiated, 
also, by such evidence as could be assembled relative to the 
sources of venture capital. The study of this subject that 
was undertaken for the report is admittedly incomplete. 
Moreover, it indicates the situation with respect to the 
present ownership of venture capital rather than the sources 
from which the owners obtained their funds. Neverthe- 
less, the data assembled seemed adequate to support the 
following conclusions :5 

First, there is no particular income group which is 
mainly or primarily responsible for having made the 
risk investments of the past. 

Second, a tax plan which would limit to corpora- 
tions the adjustments designed to stimulate the flow 
of venture capital would go sadly astray, for sole pro- 
prietorships and partnerships together have averaged 
more than half as much net profit (including a mix- 
ture of wages of proprietors and profits) as have the 
corporations reporting net income since 1924. 

Third, small investors have been surprisingly im- 
portant, as shown by the substantial share of each 
form of return on risk capital (profits and dividends) 
which in the aggregate is received by persons in small 
income brackets. 

Fourth, the reinvestment of earnings is an important 
source of funds for the expansion of going concerns, 
corporate and non-corporate. 

Fifth, as individuals accumulate personal fortunes, 
they tend increasingly, as their respective estates grow, 
to invest in corporation stocks and thus to provide 
equity capital for old and new enterprises. 

Some contribution to the resolution of the paradox men- 
tioned above is made by another general principle laid 
down in the Committee’s report. This principle is that the 
revenue system should be broadly diversified. This is not 
a substitute for prudence in expenditures, for the principle 
of revenue diversity would be fully applicable under as 





5 Op. cit., pp. 81, 82 
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low a federal budget as there is any prospect of seeing in 
the postwar period. There are two important reasons for 
urging consideration of this policy. The first is that less 
irritation and annoyance will be engendered under diversi- 
fied tax methods than if the same amount were to be 
sought from a single tax such as that on incomes. The 
second reason is that the different taxes vary in their re- 
sponse to changing economic conditions. Hence, it is 
easier to preserve budgetary balance under adverse condi- 
tions when there is a diversity of taxes to be drawn upon. 

The natural outcome is a position in favor of excise taxes 
as well as income taxes. This position is taken by the 
Committee. In addition to the arguments just recited, the 
report emphasizes the ease of administering the excises 
and the fact that they are a method of obtaining some 
contribution toward the governmental costs from that large 
segment of income payments which is not subject to in- 
come tax. Since consumption practices and habits are not 
subject to wide variations under different economic condi- 
tions, the yield of the excises is much more nearly constant 
than that of the income tax. The extent to which such taxes 
may be necessary will depend upon the level of the expen- 
ditures as well as upon considerations of diversity and 
stability of the revenues. 

As an indication of the Committee's views on the whole 
subject of fiscal policy, the following paragraph is given. 
It is typical of a viewpoint that is repeatedly emphasized:6 

. . . it.is of no avail to avoid the issue by failing 
to collect enough in taxes to cover the expenditures. 

The alternative is to supplement taxation by borrow- 

ing, a policy which nullifies any popular judgment 

as to the genuine benefits of the public spending. If 
this borrowing is done through the banking system, 

a procedure which is virtually inevitable when large 

deficits are involved, the result will be the creation of 

a continuous inflation pressure which will eventually 

bear down upon those least able to endure it, more 

heavily and far more unevenly, than the taxes that 
would have made such inflation unnecessary. 


Harcey L. Lutz 
Professor of Public Finance 
Princeton University 





6 Op. cit., p. 181. 
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